ERCOT

Date: May 8, 2007

To: Board of Directors

From: Sam Jones, President and Chief Executive Officer

Subject: Board Approval of Bylaws with Texas Regional Entity Division,

Delegation Agreement, Acting CCO, and Special Membership Meeting

Issue for the ERCOT Board of Directors

ERCOT Board of Director Meeting Date: May 16, 2007
Agenda Item No.: 16a

Issue:

Authorize the creation of a functionally separate division of ERCOT (the Texas Regional Entity
Division of ERCOT or TRE), which will (1) perform investigations and enforcement of
compliance with the ERCOT Protocols and (2) develop and enforce North American Electric
Reliability Corporation (NERC) Reliability Standards for the ERCOT Region. In order to do
this, in the manner authorized by the Federal Energy Regulatory Commission (FERC) and
NERC, the ERCOT Board of Directors (“Board”)must do the following on May 16, 2007:

e Approve the amendments to the ERCOT Bylaws, which are attached as Attachment A
(“Amended Bylaws”);

e Call a Special Meeting of the Corporate Members, for a vote on the amended Bylaws,
for a date that is on or after June 11, 2007,

e Approve the Delegation Agreement with Exhibits, which is attached as Attachment B;

e Name an Acting Chief Compliance Officer (CCO) of TRE; and

e Authorize the Acting CCO to sign the TRE Delegation Agreement.

ERCOT staff requests that the Board also authorize a membership vote to take place, in lieu of a
Special Meeting, if ERCOT staff can obtain sufficient consent signatures (2/3) of Corporate
Members, prior to the scheduled Special Meeting.

Background/History:

The Electricity Modernization Act of 2005, which added Section 215 to the Federal Power Act
(the Act) provides for the establishment of an electric reliability organization (ERO) to develop
and enforce Reliability Standards applicable to all owners, operators, and users of the bulk
power system. FERC certified NERC as the ERO, and NERC s in the process of establishing
Reliability Standards. The Act and FERC’s regulations provide that NERC may, under certain
circumstances, delegate authority for proposing and enforcing Reliability Standards to approved
Regional Entities. The Reliability Standards developed by NERC become enforceable on June
4, 2007.

The Amended Bylaws propose TRE as a new functionally separate division of ERCOT, which
will:
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e Develop and enforce the NERC Reliability Standards (Delegated Activities)
e Investigate compliance with and enforce violations of ERCOT Protocols

As indicated by the Bylaws, the proposed TRE will be managed directly by the Board, and the
Board will hire a CCO to manage the general affairs of the TRE and make Reliability Standard
enforcement determinations. The Public Utility Commission of Texas (PUCT) will conduct all
hearings and make recommendations regarding contested Reliability Standards enforcement
cases, but the CCO will make final determinations (which can then be appealed to NERC and
FERC).

With the draft Delegation Agreement, which the Board authorized ERCOT to submit to NERC
on November 14, 2006, ERCOT applied to have NERC allow TRE to perform the Delegated
Activities as the Regional Entity (“RE”)for the ERCOT Region, and allow TRE to also perform
the investigation and compliance of the ERCOT Protocols. After TRE signs a final Delegation
Agreement with NERC (as approved by FERC), it will receive a fee for the delegated activities
from NERC, based upon a budget approved by NERC and FERC. TRE will receive
compensation for the portion of its budget for the ERCOT Protocol compliance activities
through the ERCOT System Administration Fee.

On April 19, 2007, FERC and NERC approved TRE to perform the Delegated Activities as
NERC’s delegate in the ERCOT Region, in accordance with the Delegation Agreement,
conditioned upon (1) the creation of the TRE (by formal approval of the Amended Bylaws) (2)
the signing of the Delegation Agreement by the TRE within thirty days; and (3) TRE’s working
with NERC to make certain modifications to Exhibits D (Uniform Compliance Program) and E
(Funding and separation of the ERCOT Protocol compliance activities) within 180 days of the
April 19, 2007 approval. Because the FERC ruling stated that the ERCOT Bylaws would be
considered “rules” under FERC regulations (which would require NERC and FERC consent for
any modifications to the Bylaws), ERCOT will also make a motion for clarification with FERC,
by May 18, 2007, to clarify that the ERCOT Bylaws will not be considered “rules” under FERC
regulations, and so modifications thereto will not require approval by NERC and FERC, except
for the sections of the Bylaws that are specifically set forth in Exhibit B to the Delegation
Agreement.

The TRE is required to sign (a) the Delegation Agreement and get the originally signed
Delegation Agreement to NERC by May 18, 2007, and (b) promptly obtain all other approvals
and make required modifications, which must be completed before October 17, 2007. ERCOT
has obtained authorization from NERC to sign the Delegation Agreement with the notation on
Exhibit B that discloses that the provisions in the Bylaws that authorize the formation of the
TRE have not been approved by the corporate members or the PUCT, but that this approval is
being pursued.

In order for ERCOT or TRE to sign the Delegation Agreement, the Board must also name an
Acting CCO who is approved by the Executive Director of the PUCT, in accordance with the
Amended Bylaws, and authorize this Acting CCO to sign the Delegation Agreement, with the
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notation that the formal approval of the ERCOT Bylaws has not been obtained from the
corporate members or the PUCT. Larry Grimm has experience as the Director of Compliance
for ERCOT, and the Executive Director of the PUCT has approved Larry Grimm as Acting
CCO, subject to approval by the Board.

Key Factors Influencing Issue:

For the Delegated Activities to be conducted by an entity familiar with the ERCOT Protocols
and the ERCOT Region, and not by NERC or a different Regional Entity, the Board must
comply with the FERC order, and approve the Amended Bylaws, authorize a membership vote
at a Special Meeting or by written consent, obtain PUCT consent for the Amended Bylaws,
approve the Delegation Agreement, and authorize the signing of the Delegation Agreement by
an authorized CCO.

Alternatives:

Reject delegation to the TRE, seek reconsideration of the FERC order, and propose that NERC
directly enforce (or have a different RE enforce) all federal Reliability Standards within the
ERCOT Region when those Standards take effect on June 4, 2007.

Conclusion/Recommendation:
ERCOT staff recommends that the Board:

e Approve the amendments to the ERCOT Bylaws, which are attached as Attachment A
(“Amended Bylaws™);

e Call a Special Meeting of the Corporate Members, for a vote on the amended Bylaws,
for a date that is on or after June 11, 2007;

e Authorize a membership vote to take place without a Special Meeting, if ERCOT staff
can obtain sufficient consent signatures (2/3) of Corporate Members, prior to the
scheduled Special Meeting, in accordance with the Bylaws;

e Approve the Delegation Agreement with Exhibits, which is attached as Attachment B;

e Name Larry Grimm as Acting CCO of TRE; and

e Authorize Larry Grimm to sign the Delegation Agreement, as Acting CCO of TRE.
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ELECTRIC RELIABILITY COUNCIL OF TEXAS, INC.
BOARD OF DIRECTORS RESOLUTION

WHEREAS, the board of directors (the Board) of Electric Reliability Council of Texas, Inc.
(ERCOT) deems it desirable and in the best interest of ERCOT to create the Texas Regional
Entity (TRE) as a functionally separate division of ERCOT, to (1) perform investigations and
enforcement of compliance with the ERCOT Protocols and (2) develop and enforce North
American Electric Reliability Corporation (NERC) Reliability Standards for the ERCOT Region,
as the authorized Regional Entity authorized by NERC and Federal Energy Regulatory
Commission (FERC);

WHEREAS, the Board deems it desirable and in the best interest of ERCOT to approve the
Amended ERCOT Bylaws which form the TRE and are attached hereto as Attachment A
(Amended Bylaws);

WHEREAS, the Board deems it desirable and in the best interest of ERCOT and the TRE to
name Larry Grimm as Acting Chief Compliance Officer (CCO) of the TRE, pending a formal
Board search for a permanent CCO;

WHEREAS, the Board deems it desirable and in the best interest of ERCOT and the TRE to
immediately sign the Delegation Agreement, which is attached hereto as Attachment B;

NOW, THEREFORE, BE IT RESOLVED, that the Board hereby approves the Amended
Bylaws;

BE IT FURTHER RESOLVED that the Board hereby calls a Special Meeting of the Corporate
Members, to vote on the Amended Bylaws, either Friday, June 22, 2007 or Friday, June 29,
2007,

BE IT FURTHER RESOLVED that the Board hereby authorizes a membership vote on the
Amended Bylaws, if ERCOT staff can obtain the required signatures from Corporate Members,
pursuant to the ERCOT Bylaws, on or before the day of the Special Meeting;

BE IT FURTHER RESOLVED that the Board hereby names Larry Grimm as Acting CCO of the
TRE, pending the selection of a permanent CCO;

BE IT FURTHER RESOLVED that the Board hereby approves the Delegation Agreement,
which is attached hereto as Attachment B;

BE IT FURTHER RESOLVED that the Board hereby authorizes Larry Grimm, as Acting CCO,
to sign the Delegation Agreement with NERC.
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